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No. 20621 
In the 
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JoHN M. Rocers and Joun M. Rocsnrs, 
Execntor of the Estate of Gladys B. 
Rogers, deceased, 

Petitioners, 
VS. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


Petitioners’ Opening Brief 


is 
JURISDICTIONAL STATEMENT 

Jurisdiction of the Tax Court in this proceeding is hased 
on Internal Revenue Code of 1954, sections 7442 and 
6213(a). Petitioners John M. Rogers and Gladys B. Rogers 
during the years in question, 1957 and 1958, resided at 2183 
Danville Highway, Walnut Creek, California. Petitioner 
John M. Rogers cnrrently resides at that address. Petition- 
‘ers’ joint return for 1958 was filed with the Director of 
Internal Revenue at San Francisco, California. The notice 
of deficiency for that year was mailed to petitioners on 
June 28, 1963, and petitioners’ Petition was filed in the Tax 
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Court on August 19, 1963, within 90 days of the mailing of 
the notice of deficicney. 

Jurisdiction of this Court is based upon Internal Revenue 
Code of 1954, section 7482, the appeal being from a decision 
of the Tax Court entered on July 26, 1965. The Petition for 
Review was filed on October 18, 1965, within three montlis 
after the decision was rendered, as required by Internal 
Revenue Code of 1954, section 7483. The Petition for Re- 
view was in the form prescribed by Rule 29, Rules of the 
United States Court of Appeals for the Ninth Cireuit and 
a copy of the Petition for Review, together with a Notice of 
Filing Petition for Review, was served on the respondent, 
as required by said Rule 29. The petitioners filed their joint 
return for 1958S with the office of the Director of Internal 
Revenue at San Francisco, California, which office is located 
within the jurisdiction of the United States Court of Ap- 
peals for the Ninth Cireuit. Venue in this Court is proper 
under Internal Revenue Code of 1954, seetion 7452(b). 


Il. 
STATEMENT OF THE CASE 


The instant case arises from certain transactions occur- 
ring during the years 1957 and 1958 whereby petitioners 
exchanged certain real property located at 571 Market 
Street, San Francisco, California, owned and held by them 
for investment, for like investment property, being an office 
building hereinafter referred to as the “Sharon Building.” 
Petitioners reported the transaction in question on their 
joit Federal Income Tax Return for the calendar vear 1958 
as a tax-free exchange of hke property under the provisions 
of section 1031(a) of the Internal Revenue Code of 1954.* 


*Seetion 1031 provides as follows: 

(a) Nonrecognition of Gain or loss from Exchanges Solely in 
Kind.—No gain or loss shall be reeognized if property held for 
productive use in trade or business or for investment (not including 
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Respondent characterized this exchange as a sale of 571 
Market Street, followed by a purchase of the Sharon Build- 
ing, and determined a deficiency in tax on the ground that 
petitioners had sold 571 Market Street and realized long- 
term capital gain asa result thereof. The Tax Court, Atkins, 
J., upheld respondent’s position. 


A. Statement of Facts 


The following uncontradicted facts are contained in the 
Stipulation of Facts entered into between the parties on 
June 17, 1964 (C.T. 18-27), the Findings of Fact of the Tax 
Court herein (C.T. 145-156), and the oral testimony and 
documentary evidence presented at trial.” 

1. Petitioners before the Tax Court were Jolin M. 
Rogers and his wife, Gladys B. Rogers, now deceased. John 
M. Rogers, Executor of the Estate of Gladys B. Rogers, has 
been substituted as a proper party in place of said Gladys 
B. Rogers. As used herein, the term “petitioners” will refer 
jointly to John M. Rogers and Gladys B. Rogers. 

2. Petitioners resided at Walnut Creek, California. They 
filed joint Federal income tax returns on the cash method 


stock in trade or other property held primarily for sale, nor stocks, 
bonds, notes, choses in action, certificates or trust or beneficial 


- interest, or other securities or evidences of indebtedness or interest) 


is exchanged solely for property of a like kind to be held either for 
productive use in trade or business or for investment. 
(b) Gain From Exchanges Not Solely in Kind. If an exchange 


- would be within the provisions of subsection (a) * * * if it were not 
_ for the faet that the property received in exchange consists not onlv 


of property permitted by such provisions to be received without the 
recognition of gain, but also of other property or money, then the 
gain, if any, to the recipient shall be recognized, but in an amount 
not in excess of the sum of such money and the fair market value of 
such other property. 


*References to the Clerk’s Transcript (Volumes A and B of the 
Record) will be cited “C.T. .....” and references to the Reporter's 
Transcript (Volume II of the Record) will be cited “R.T. .....”’ 
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for the taxable years 1958, 1959 and 1960 with the District 
Director of Internal Revenue, San Francisco, California. 
(Cy 4s ei eA, 27 3 -CC e2e 40. G2). 

3. Late in 1955 petitioner John M. Rogers retired from 
his position as an executive of a large international engi- 
neering construction organization and thereafter was con- 
cerned with securing investment income. In April 1956, 
petitioners acquired for investment an office building situ- 
ated at 571 Market Street, San Francisco, California, and 
thereafter held such property for the income derived from 
rents and profits. Coldwell, Banker & Company, a San 
Francisco real estate firm, performed for a fee the various 
duties associated with the management of the building. (C.T. 
145-146). 

4. The Standard Oil Company of California (herein- 
after referred to as Standard Oil) desired to acquire five 
adjoining properties, including 571 Market Street, as the 
site for a proposed new office building, and prior to Augnst 
22, 1957, commissioned Buckbee Thorne & Co., a San Fran- 
cisco real estate firm (hereinafter referred to as Buckbee 
Thorne) to negotiate for the purchase of such five proper- 
ties on behalf of Standard Oil as undisclosed principal. Since 
Standard Oil wished to remain an undisclosed principal 
until all five properties had been assembled, Buckbee 
Thorne, with the authorization of Standard Oil, named 
California Pacific Title Insurance Company (hereinafter 
referred to as Cal Pac) to acquire title for its principal. 
(C.T. 146). 

5. During August 1957, petitioners were approached by 
a representative of Buckbee Thorne who desired to obtain 
an option to purchase 571 Market Street. They advised 
snch representative that they would sell for a price of 
$750,000, plus the real estate commission, and on Angust 
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13, 1957, an escrow account (numbered 462011) was opened 
at Cal Pace under the name “Buckbee Thorne—Rogers.” 
(C.T. 146). 

6. On August 22, 1957, petitioners granted to Cal Pac an 
option to purchase 571 Market Street. The option agree- 
ment provides in pertinent part as follows: 

For and in consideration of the sum of SEVEN 
THOUSAND SEVEN HUNDRED AND TWELVE 
AND 50/100 ($7,712.50) Dollars to seller in hand paid, 
the receipt of which is hereby acknowledged by said 
seller, to apply on the purchase price, the undersigned 
JOHN M. ROGERS and GLADYS B. ROGERS herein 
designated as the seller, hereby grants the right and 
option to purchase and agrees to sell to CALIFORNIA 
PACIFIC TITLE INSURANCE COMPANY herein 
designated as the purchaser, or its assigns, at any time 
within 120 days from the date hereof, the following 
described property in the City and County of San 
Francisco, State of California, to wit: 


[here follows description of 571 Market Street] 


For the purchase price of SEVEN HUNDRED 
SEVENTY ONE THOUSAND TWO HUNDRED 
FIFTY AND 00/100 ($771,250.00) Dollars lawful 
money of the United States of America, payable as 
follows: CASH 
* % * * * * * 

If said purchaser elects to purchase said property 
at the price and on the terms herein set forth, and 
within the time specified, the said purchaser shall give 
said seller due notice in writing and shall pay an 
additional sum of $69,412.50 for account of said seller 
to Buckbee Thorne & Co. * * * said sum to apply on 
the purchase price, whereupon thirty (80) days after 
the exercising of this option shall be allowed said pur- 
chaser to examine title to said property and report 
any valid objection thereto, if any, to said seller. If 
no such objection to title is reported, the balance of the 
purchase price shall be paid by said purchaser at or 
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before the expiration of said time and said seller shall 
thereupon deliver a properly executed and acknowl- 
edged grant deed to said property. (C.T. 146-147; 
Iexh, 4-D, C.T. 75). 


7. By letter dated August 30, 1957, Buckbee Thorne 
transmitted to Cal Pae the option granted by petitioners 
to Cal Pac, as well as options for the other properties 
Standard Oil was seeking to acquire. (C.T. 147; Exh. 6-F, 
Cl 73) 

5. Petitioners then advised Coldwell, Banker & Co., as 
managers of their property, that they had granted an option 
for the purchase of 571 Market Street. (C.T. 147). 

9. In mid-September 1957, petitioners were approached 
by Coldwell, Banker & Co., acting as agents for the owners 
(hereinafter called the “Sharons”) of an office building 
known as the Sharon Building, with the suggestion that the 
Sharon Building might be purchased for $1,200,000, and that 
the proceeds from the sale of 571 Market Street might 
be used for such purpose. Prior to that time, petitioners 
were not aware that the Sharon Building was for sale. 
They advised Coldwell, Banker & Co. at that time that 
they were not interested in buying another piece of prop- 
erty, but rather that they intended to invest the proceeds 
from the sale of 571 Market Street in ligh grade stock. 
Coldwell, Banker & Co. then suggested that if they did not 
wish to purchase the Sharon Building, an advantageous 
exchange of 571 Market Street for the Sharon Building 
could be made and that petitioners would receive a return 
on their investment which would be substantial and com- 
parable to that which they were then receiving. Petitioners, 
after consulting with counsel, proposed an exchange in 
which the Sharon Building would be valued at $1,050,000 
and 571 Market Street would be valued at its then option 


7 
priee of $771,250. This proposal was rejected, but the 
Sharons countered with an offer to value the Sharon Build- 
ing at $1,150,000 for purposes of such an exehange, to 
whieh proposal petitioners agreed. (C.T. 147-148; R.T. 
Bo22i ). 

10. Petitioners executed a document prepared by Cold- 
well, Banker & Co. entitled “Agreement to Exchange”, 
dated December 2, 1957. Therein it was recited that they 
agreed to exehange 571 Market Street for the Sharon 
Building. It was further provided therein that 571 Market 
Street should be transferred subjeet to existing leases and 
“subjeet to existing option to sell, which obligation is to be 
assumed by the owners” of the Sharon Building. It was 
therein further provided that coincident with the exehange 
of deeds to the two properties, petitioners agreed to pay 
the owners of the Sharon Building $400,000 in cash. (C.T. 
5-149; R.T. 29; Exh. 39, C.T, 142). 

11. Petitioners at all times considered themselves bound 
by the Agreement to Exehange and were at all times pre- 
pared to exchange with the Sharons. (R.T. 50, 51). 

12. On Deeember 6, 1957, petitioners left the Agreement, 
as executed by them, with Coldwell, Banker & Co. On the 
same date an escrow aceount (numbered 463529) was opened 
at Cal Pae under the name “Sharon—Coldwell, Banker 

1 Co.” (C.T. 149; B.T. 29). 

. 13. On December 9, 1957, petitioner John M. Rogers 

| sent a letter to Cal Pac advising that he had entered into 

“an agreement with the Sharons to exchange 571 Market 
Street, subject to the outstanding option, for the Sharon 

Building. (C.T. 149; Exh. 8-H, C.T. 80). 

14. On December 9, 1957, Cal Pac issued a preliminary 
title report coneerning the Sharon Building and delivered 

) it to petitioners. (C.T. 149; Exh. 9-I, C.T. 82). 
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15. On December 16, 1957, petitioner John M. Rogers 
delivered to Cal Pac his check for $7,712.50, which amount 
equalled the consideration previously paid to hin and his 
wife for the option granted by them on August 22, 1957. 
The receipt given by Cal Pae for such amount stated that 
such sum was to be applied on an exchange proration state- 
ment to be supplied by Coldwell, Banker & Co. (C.T. 150; 
Mach: I=, C1", So). 

16. On December 16, 1957, petitioners delivered to Cal 
Pac a deed conveying 571 Market Street to Cal Pac. At the 
same time petitioners gave written escrow instructions to 
Cal Pac “to deliver said deed to the order of Hurford C. 
Sharon, et al.,” at such time as Cal Pac had vested title to 
the Sharon Building in petitioners, and had carried out 
petitioners’ further instructions not pertinent hereto. (C.T. 
1a0= sh, 12-1, deal) CT. 86,80). 

17. On December 16, 1957, Buckbee Thorne notified Cal 
Pac that thereafter Standard Oil would issue instructions to 
Cal Pace regarding the options. (C.T. 149; Exh. 10-J, C.T. 
84). 

18. On December 18, 1957, Standard Oi] delivered a let- 
ter of escrow instructions authorizing and directing Cal Pae 
to record on December 18, 1957, the five options (including 
the option on 571 Market Street), to exercise such options 
on December 19, 1957, by sending notices to the respective 
property owners in care of Buckbee Thorne, to take title to 
the properties in its (Cal Pae’s) name, and then convey the 
five parcels of property to Standard Oil in one grant deed. 
Therein Standard Oil stated that it would at the same time 
deliver to Buckbee Thorne for the aecount of the respective 
owners the amounts required to be paid upon the exercise 
of the options and that it would issue to Cal Pac a check for 
$2,344,537.50 to cover the remaining purchase price of all 
the five properties. (C.T. 150-151; Jéxh. 14-N, C.T. 89). 
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19. On December 19, 1957, Hurford C. Sharon, one of the 
twelve owners of the Sharon building, executed a grant 
deed conveying his interest in the Sharon Building to 
petitioners. (xh. 20-T, C.T. 102). The remaining deeds to 
the Sharon Building were executed between December 19, 
1957 and January 8, 1958. (C.T. 152). 

20. On December 19, 1957, Cal Pac sent a letter, dated 
December 15, 1957, to Buckbee Thorne, giving notice of the 
exercise of the option on 571 Market Street. At the same 
time Cal Pac gave its check in the amount of $69,412.50 to 
Buckbee Thorne for the account of petitioners, and fur- 
nished Buckhee Thorne a eopy of the previously mentioned 
letter of Deeember 9, 1957, sent by petitioners to Cal Pac 
with regard to petitioners’ execution of the Agreement to 
Exchange. On the sane date, Standard Oil delivered to Cal 
Pac its check for $2,344,537.50 (C.T. 151; Exh. 15-0, 16-P, 
mee. 97, 98). 

21. On December 20, 1957, petitioners learned for the 
first time that the outstanding option was being exercised. 
(R.T. 35, 39). On that date, Buckbee Thorne notified peti- 
tioners by telephone that the option had been exercised and 

that it had reeeived from Cal Pac its check for $69,412.50. 
On the same date, Buckbee Thorne addressed a letter to 
petitioners containing the same information and stating 
that Cal Pac had requested that the check be returned to it 
,to be held by it in connection with an exehange of 57] 
Market Street for the Sharon Building. Therein Buckbee 
| Thorne requested petitioners’ approval to pay over the 
| $69,412.50 to Cal Pace for such purpose. On a copy of such 
letter, petitioners on December 23, 1957, acknowledged re- 
| ceipt of notice of the exercise of the option and approved 
| the payment of the $69,412.50 to Cal Pac. Accordingly, on 
| the same day, Buckbee Thorne endorsed the check and re- 
marned it to Cal Pac (C.T. 151-152; exh. 17-Q, 18-R, 19-S, 
©. 99, 100, 101). 
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22, On January 16, 1958, the deeds to the Sharon Build- 
ing from the various owners thereot were delivered to Cal 
Pac. These deeds were enclosed in a letter of escrow instrue- 
tions by Hurford C. Sharon, acting as agent for the Sharons, 
wherein Cal Pae was authorized to deliver the deeds to 
petitioners when Cal Pace had received $1,150,000 for the 
account of the Sharons. Such letter also contained the fol- 
lowing: 

Tt is understood that $400,000.00 of such sum is to be 
received by von from the Rogers and $750,000.00 is to 
he received by you from a purchaser of [description of 
571 Market Street], which property is hereinafter re- 
ferred to as the “Exchange Property.” It is understood 
that Rogers will convey to you on behalf of the Owners 
[Sharon interests], the Exchange Property, in addi- 
tion to the payinent of said sum of $400,000.00. You are 
hereby authorized to execute a deed of the Exchange 
Property on behalf of the owners [Sharons] conveying 
said property to Standard Oil Company of California, 
the present holder of an option to purchase the Iix- 
change Property, or its order, and you are further 
authorized to deliver said deed to said grantee when 
you hold said sum of $750,000.00 heretofore mentioned 
for the account of the Owners [Sharons]. (C.T. 152; 
Exh. 20-T, 21-U, C.T. 102, 104). 


23. On the same date the above instructions were 
amended to authorize the delivery of the deeds to peti- 
tioners upon the receipt by Cal Pae for the account of the 
Sharons of $1,118,750 ($868,750 from petitioners, and 
$750,000 from Standard Oil), instead of $1,150,000, the 
difference of $31,250 representing commission of Coldwell, 
Banker & Co. for arranging the transaction. On the same 
date Hurford C. Sharon issued supplemental instructions 
to Cal Pac to release the sum of $21,250 out of funds depos- 
ited by Standard Oil to satisfy the demand of Buekbee 
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Thorne, and also to prorate rent and insurance credited on 
the Market Street property and pay it to the wtimate pur- 
Chaser, Standard Oil. (C.T. 153; Iaxh, 22-V, 23-W, C.T. 
moo; 111). 

94. On January 16, 1958, Cal Pace recorded the deeds 
transferring the Sharon Building to petitioners, and peti- 
tioners’ deed conveying 571 Market Street to Cal Pae. On 
the same date, petitioners notified the tenant of 571 Market 
Street to pay all future rentals to Cal Pae. (C.T. 153; Ioxh. 
83-GG, C.T. 134). 

25. On January 20, 1958, Cal Pac sent to the manager 
of the office buildings department of Standard Oil a letter 
in which it was stated that on Jannary 16, 1958, it had re- 
corded, for the account of Standard Oil, the deed from 
petitioners to Cal Pae covering 571 Market Street. (C.T. 
fo0-154; ixh. 34-HH, C.T. 135). 

26. On January 29, 1958, Cal Pac sent a letter to Cold- 
well, Banker & Co. stating that the Sharon Building was 
acquired by petitioners “in consideration of the sum of 
$400,000.00 and the exchange of Market Street property, 
which was sold in the same transaction, for a consideration 
mm $/50,000.00.” (C.T. 154; Exh. 35-II, C.T. 188). 

27. On January 31, 1958, Cal Pace executed one grant 
deed conveying to Standard Oil the five parcels of property, 
ineluding 571 Market Street, and such deed was recorded 

on that date. On the same date, Cal Pac assigned the lease 
of 571 Market Street to Standard Oil, and notified the 

| tenant to pay all future rentals to Standard Oil. (C.T. 154; 

| Exh. 36-JJ, C.T. 139). 

, 28. Petitioners had collected the rental on 571 Market 
Street for the full month of January 1958 in the amount of 

| $4,583.35. Of this amount they retained $2,291.67, repre- 

| senting the amount allocable to the period from January 1 
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to January 16. The remainder was not received by the 
Sharon interests, but was paid to Standard Oil. (C.T. 154). 

29, After petitioners acquired the Sharon Building, they 
held it for the income derived from rents and profits. (C.1T. 
154). 

30. On their Federal income tax return for the taxable 
year 1958, petitioners reported the above transaction as an 
exchange involving unrecognized gai. 

In the notice of deficiency respondent determined that 
gain should be recognized, stating: 

It is determined that yon realized a long-term capi- 
tal gain in the amount of $489,265.85 resulting from 
the sale of the real estate known as 571 Market Street, 
San Francisco, California. Such gam is taken into ac- 
count to the extent of 50%, or $219,632.92, in computing 
taxable income. The gain is computed as follows: 


Saleseprice arn t.t: ee $771,250.00 
POCO eOlCe ee eee eee 22,100.63 
LS fat Eh Rm ae Ee ep ere $749,149.35 
g BPP) Yo) ah) 7 eee ip urate ems ery nes 309,883.50 
Geli ONU Ole eee aes ee $439,265.89 


(CT. 155-156). 


31. The Tax Court, Atkins, J., found that petitioners 
sold 571 Market Street to Standard Oi) and purchased the 
Sharon Buildmg with the proceeds thereof, and that by 
reason of such sale and purchase, petitioners did not effect 
an exchange within the meaning of Internal Revenue Code, 
section 1031(a). (C.T. 157-164). 


B. Questions Presented 

The following questions are presented for determination 
by this Court: 

1. Did petitioners effect a direct exchange of 571 Market 
Street for the Sharon Building, notwithstanding the exist- 


: 
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ence and the exercise of the option granted by petitioners 
to Cal Pac to purchase 571 Market Street? 

2. Assuming that petitioners sold 571 Market Street to 
Standard Oil and simultaneously purchased the Sharon 
Building with the intent to effect an exchange, does such 
transaction qualify as an exchange under section 1031 (a) 
of the Internal Revenue Code? 


ne 
SPECIFICATION OF ERRORS 

A. The Tax Court erred in finding that petitioners did 
not exelaange 571 Market Street for the Sharon Building. 
(C.T. 161-162). 

B. The Tax Court erred in finding that petitioners sold 
d71 Market Street to Standard Oil and purchased the 
Sharon Building from the proceeds thereof. (C.T. 162-1638). 

C. The Tax Court erred in determining that the instant 
transaction failed to qualify as an exchange under section 
1031(a) of the Internal Revenue Code. (C.T. 164). 


ne 
ARGUMENT 
A. Introduction 
From the Statement of Facets set forth at Part ITA hereof, 
the following conelusions are apparent: 
1) Petitioners intended to effeet an exchange with 
the Sharons; 
2) Likewise, the Sharons imtended to effect such an 
exchange ; 
3) The eserow transactions and instructions took 
the form of an exchange ; 
4) Petitioners never owned, used or enjoyed the 
monies deposited in escrow by Standard Oil (the “pro- 
ceeds” of the alleged “sale’”’); and 
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5) The substance of these transactions was that in 
net effect an exchange had been consummated. 


Thus, whether these transactions be examined from the 
standpoint of either form, substance, intent of the parties, 
net effect, or underlying statutory purpose to tax only 
gain in the popular or economie sense, it is apparent that 
the Tax Court has reached an incorrect and unjust deci- 
sion, based upon faulty premises, An examination of the 
premises upon which this decision was based readily sup- 
ports this conclusion. 

In brief, the Tax Court based its decision upon these 
two premises: 

1) Petitioners did not exchange 571 Market Street 
for the Sharon Building; instead, petitioners sold 571 
Market Street to Standard Oi] and nsed the proceeds 
therefrom to purchase the Sharon Building. (C.T. 161- 
163). 

2) Internal Revenue Code, section 1031(a) applies 
only to “direct exchange” situations and not to the sale 
and simultaneous purchase of like property. (C.T. 158). 


Petitioners subunit that both of these premises are er- 
roneous and that such error affords petitioners two inde- 
pendent grounds for reversal of the Tax Court’s decision 
herein. 


B. Petitioners Directly Exchanged 571 Market Street for the 
Sharon Building 
Petitioners submit that the uncontroverted facts in this 
case prove that petitioners directly exchanged 571 Market 
Street for the Sharon Building.* 
*Purther reference to the facts in this case will be made by 


reference to speeifie numbered paragraphs in petitioners’ Statement 
of Facts, supra, eg. “S.F, ......”. 
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First of all, it is clear that both petitioners and the 
Sharons intended to effect such an exchange. The negotia- 
tions between petitioners and the Sharons which resulted 
in petitioners’ execution of the Agreement to xchange were 
conducted for the express purpose of arranging for the 
exchange of petitioners’ property for the Sharon Building. 
S199). 

The Agreement itself establishes a clear intent to effect 
such an exchange. The Agreement was prepared by Cold- 
well Banker & Co., acting as agent for the Sharons, and 
reduced to writing the Sharons’ offer to exchange their 
property for petitioners’ property on the basis of a valua- 
tion of $1,150,000 for the Sharon Building. (S.F. 9, 10). 

This Agreement expressly provided for such an exchange 
(S.F. 10), and petitioners at all times thereafter considered 
themselves fullv bound by the Agreement and were fully 
prepared to consummate the exchange. (S.F. 11). 

At the times when these negotiations took place and peti- 
tioners executed the Agreement, the outstanding option to 
purchase (which was to expire on December 20, 1957) had 
not been exercised, and petitioners had no knowledge if or 
when it would be exercised. (S.F. 21). Under California law, 
an unexercised option to purchase real property neither con- 
stitutes a contract of purchase and sale nor does it give the 
option holder any interest in the property itself (50 Cal. 
Jur.2d, Vendor and Purchaser, sec. 164 at pp. 211-212 
[1959]). Therefore, at the time when petitioners executed 
the Agreement to Exchange with the Sharons, they had 
every right to do so, the outstanding option was no impedi- 
ment thereto, and there was no reason for them to believe 
that the exchange would not be consummated. 

Aside from an intent to exchange, both petitioners and the 
Sharons took immediate steps to effect an exchange, On 
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December 6, 1957, the same day petitioners executed and 
returned to Coldwell Banker the Agreement to Exchange, 
an escrow was opened with respect to the Sharon exchange, 
and on December 9, petitioners notified Cal Pac, the option 
holder, of the forthcoming exchange. (S.F. 12, 13). There- 
after, on December 16, petitioners returned the $7,712.50 
option binder to Cal Pac, as escrow holder in the exchange 
escrow, to be applied to the exchange, and Cal Pac acknowl- 
edged that such sun would be so applied. (S.F. 15). On the 
same day, petitioners delivered to Cal Pac as escrow holder 
the deed to 571 Market Street, along with escrow instruc- 
tions which, in pertinent part, authorized delivery of the 
deed only to the order of the Sharons, upon vesting title to 
the Sharon Building in petitioners. (S.F. 16). Shortly there- 
after, on December 19, the Sharons executed the first of the 
deeds conveying the Sharon Building to petitioners. (S.F. 
19). All these events occurred before petitioners learned 
that Standard Oil had exercised its option to purchase peti- 
tioners’ property. (S.F. 21). 

Both the intent and effect of petitioners’ escrow instruc- 
tions are clear: Petitioners conditioned the transfer of 571 
Market Street to the Sharons upon vesting title to the 
Sharon Building in petitioners. Obviously, had petitioners 
intended to effect a sale, in the event the outstanding option 
was exercised prior to the consummation of the exchange, 
petitioners’ instructions would have provided in the alterna- 
tive for the transfer of 571 Market Street to Cal Pac on 
behalf of its undiselosed principal, Standard Oul, conditioned 
upon receipt in escrow of the unpaid purchase price. 

In facet, petitioners consistently treated the transaction as 
an exchange, even after learning that the option had been 
exercised, Instead of amending their previous escrow in- 
structions to include provision for a sale to Standard Oil 
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and a subsequent purchase of the Sharon Building from 
the proceeds therefrom, petitioners, on December 23, 1957, 
simply acknowledged receipt of the notice of exercise of 
option and confirmed Buckbee Thorne’s suggestion that the 
$69,412.50 option payment made by Standard Oil be re- 
turned to Cal Pac to be held by it in connection with the 
exchange of property and pending consumnnation of the 
exchange. (S.F. 21). Title to such payment remained at all 
times with Standard Oil, until transferred to the Sharons. 
me Cal.Jur.2d, Eserows, sec. 11,at pp. 319-320 (1954). 

Moreover, the Sharons’ escrow instructions likewise con- 
templated a direct exchange with petitioners and a simulta- 
neous sale by the Sharons to Standard Oil. 

The Sharons’ instructions authorized Cal Pac, as their 
escrow agent, to deliver the deeds to the Sharon Building 
to petitioners and to convey 571 Market Street to Standard 
Oil on behalf of the Sharons, when Cal Pae received $1,150,- 
000 for the account of the Sharons, comprised of $400,000 
from petitioners and $750,000 from Standard Oil. (S.I. 22). 
Thus the intent and effect of the Sharons’ instructions like- 
wise are clear: The Sharons simply combined a two-step 
transaction into one set of escrow instructions to provide 
for the exchange of the Sharon Building for 571 Market 
Street and $400,000, and the sale of 571 Market Street by 
them to Standard Oil for $750,000. Had the Sharons in- 

| tended merely to effect a sale of the Sharon Building to 
petitioners, these instructions would have simply condi- 
tioned the transfer to petitioners of deeds to the Sharon 

Building upon receipt of the purchase price thereof from 

, petitioners, without reference to Standard Oil or the 571 
Market Street property. 

Thus, both the petitioners and the Sharons, in perform- 
ance of their original Agreement to Exchange, instrueted 
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Cal Pac, their common escrow agent, to effect a mutual ex- 
change of property, and this was precisely what was done. 
On January 16, 1958, having received escrow instructions 
from both parties which provided for an exchange of their 
respective properties, Cal Pae recorded the deeds trans- 
ferrmg the Sharon Building to petitioners and the deed 
conveving 571 Market Street to Cal Pae. (S.F. 24). 

From Standard Oil’s viewpoint, its escrow instructions 
simply authorized Cal Pae to record its various options 
to purchase, to exercise the same, and to deliver the bal- 
ance of the purchase prices for the various parcels to the 
“vespective sellers” upon recording deeds to stich proper- 
ties in Standard Oil’s name, (8.F. 18). These instructions 
obviously did not preclude the consumination of the ex- 
change between petitioners and the Sharons. Cal Pae was 
given full authority from the Sharons to deliver title to 
571 Market Street to Standard Oil, upon receipt of the pur- 
chase price therefor. Thus Standard Oil’s instructions were 
fully consistent with those of the Sharons and petitioners. 
In any event, any activities or statements of Standard Oil 
or its agent Cal Pac in derogation of the agreement between 
petitioners and the Sharons for an exchange of their prop- 
erty would have had no relevance to the instant question. 
For as we shall see, neither Standard Oil nor Cal Pace had 
at any time any rights with respect to 571 Market Street 
which could have prevented the consummation of the cx- 
change. 

The Tax Court’s premise that petitioners sold their prop- 
erty to Standard Oil and purehased the Sharon Building 
from the proceeds of that sale is therefore wholly contrary 
to the express intention of the parties and utterly ignores 
what was actually accomplished in the escrow transactions 
described above, In order to avoid the effect of these escrow 
transactions, which had every characteristic of an actnal, 
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direct exchange, the court rejected this evidence as consti- 
tuting “mere formal matters which do not reflect the snb- 
stance of the transaction.” (C.'T. 162). The court thus sub- 
stituted its view of the “substance” of the transaction for 
the proof afforded by the evidence. This approach might 
be understandable exeept for the fact that the evidence also 
conclusively proved that the substance of the transaction 
was an exchange. The court dismissed as controlling the 
fact that the parties intended to effect an exchange and 
that in substance and net effect an exchange had been 
effected, on the sole ground that its decision “must be gov- 
erned by what was actually done, rather than by what might 
have been done.” (C.T. 164). Petitioners hasten to point 
out that “what might have been done” could only have eon- 
stituted a mere change in the form of the transaction, e.9., 
by arranging for Standard Oil to aequire the Sharon Build- 
ing and thereupon to exchange it for petitioners’ property, 
as was done in the Alderson, Coastal Terminals, and Mer- 
cantile Trust cases discussed infra. The court’s decision 
thus ignores both form and substance and is, we submit, 
contrary to the evidenee in this case and the law applicable 
thereto. 

Apparently, the court’s premise that petitioners sold 571 
Market Street to Standard Oil was based solely upon the 
fact that Standard Oil exercised its option to purehase 
before the exchange with the Sharons could be fully con- 
summated. (C.T. 161-162). The court reasoned that, since 
Standard Oi] exercised its option, Standard Oil became 
entitled to receive a deed to the property and that it some- 
how, at some unspecified time, acquired this property from 
petitioners before petitioners acquired deeds to the Sharon 
Building. (C.T. 161-162). The short answer to the eourt’s 
conclusion is simply this: While Standard Oil inay have 
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had a contractual right to receive 571 Market Street upon 
exercising its option and upon complying with the condi- 
tions thereof, the existence of this right did not of itself 
constitute a sale, and likewise did not in any manner pre- 
vent petitioners fromm transferring 571 Market Street to 
the Sharons. 
In California the law in this regard is quite clear: 
Transfer or Assignment by Vendor.—As long as 
legal title remains in the vendor it may be conveyed 
by him, and a vendor under an exeentory contract for 
the sale of land may sell to a third person the land 
covered by the contract, at the same time assigning the 
contract, or he may merely convey the land subject to 
the prior rights of the purchaser under the contract. 
50 Cal.Jnr.2d, Vendor and Purchaser, sec. 133, at p. 
Is TORI, 


See also Bone v. Dwyer, 89 Cal. App. 535, 541, 265 Pac. 292 
(1928) ; Day v. Cohn, 65 Cal. 508, 509-510, + Pac. 511 (1884) ; 
Ogden, California Real Property Law, sec. 9.8(1), at p. 349 
(1956). 

Thus, the owner may effect a valid transfer of the prop- 
erty to a third person, and such transfer does not constitute 
a breach of the original contract if the third person agrees 
to assume the owner’s obligations under that contract: 

Conveyance to Third Party Before Time for Per- 
formance.—A vendor who has title at the time a con- 
tract for the purchase and sale of realty is entered into 
may divest himself of the ownership of the land dnring 
the exeentory period of the contract. Such a convey- 
ance of the property to a third person before the time 
for performance is not a breach or ground for rescis- 
sion, if it is made under such cirenmstances as to 


protect the rights of the purchaser. 50 Cal. Jnr. 2d, 
Vendor and Purchaser, sec. 306, at pp. 394-395 (1959). 
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see also, eden v. Point Reyes Land Co., 185 Cal. 121, 
125, 196 Pace. 44 (1921). 

Obviously, Standard Oil and its agent Cal Pac recognized 
these principles, for they fully acquiesced in petitioners’ 
exchange. ven before the tine that the notice of exercise 
of the option was given, Cal Pae as agent for Standard Oil 
knew that petitioners had entered into an agreement to 
exchange the subject property with the Sharons and that 
petitioners had deposited into escrow a deed to such prop- 
erty to the order of the Sharons in furtherance of this 
agreement. (S.F, 13, 15, 16). Sueh knowledge clearly was 
imputed to Standard Oi] as principal. 2 Cal. Jur. 2d, 
migeney, sec. 160, at pp. 855-856 (1952); 18 Cal. Jur. 2d, 
Escrows, sec. 16, at pp. 328-330 (1954). 

Furthermore, Cal Pae as agent for Standard Oi] never 
looked to petitioners for performance of the option agree- 
ment, but instead acknowledged the existence of the Agree- 
ment to Exehange, accepted from Buekbee Thorne the 
$69,412.50 option payment to be held in escrow pending the 
exchange, and ultimately recognized that in fact pett- 
tioners acquired the Sharon Building in exchange for 571 
Market Street, and that 571 Market Street “was sold in the 
Same transaction” to Standard Oil. (S.F. 20, 21, 26). 

Thus it is evident that Standard Oil fully accommodated 
petitioners’ intent to effect an exchange with the Sharons, 

' notwithstanding its contractual rights with respect to 571 
Market Street. Moreover, as we have previously pointed 
out, such accommodation was in recognition of the well- 

| established legal principle that the mere existence of a 
contract of purchase and sale does not effect the validity 

| of a transfer of the property to a third person taking the 

_ property subject to that contract. 
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On the basis of the foregomg authorities and analysis, 
the Tax Court’s holding that petitioners sold their property 
to Standard Oil is bewildering. The Tax Court admittedly 
was unable to state when such a sale could have oceurred. 
(C.1T. 162, note 7). The reason for its difficulty in this regard 
is simply that under both the law and the facts, no such 
sale ever occurred, 

A “sale” oceurs for tax purposes when the purchase price 
is paid to the vendor and a deed to the property is trans- 
ferred to the purchaser. E.g., Newaygo Portland Cement 
Co., 27 B.T.A. 1097, 1104-1105 (1933), acg., XII-1 Cum. Bull. 
9, aff'd, 77 F.2d 536 (D.C. Cir. 1935) ; Lucas v. North Texas 
Lumber Co., 281 U.S. 11 (1980). The evidence is uncon- 
tradicted that until January 16, 1958, no deed to 571 Market 
Street was delivered to anyone, either by petitioners or 
by Cal Pac. Cal Pac could not and did not deliver peti- 
tioners’ deed to the order of the Sharons until January 16, 
after Cal Pac had been authorized by the Sharons to execute 
and deliver a deed on behalf of the Sharons to Standard 
Oil or its order. A deed to 571 Market Street was there- 
after delivered, in accordance with the escrow instructions 
of the Sharons and Standard Oil, to Standard Oil on 
January oly 1958. (S.A) 16,13, 22, 24,26, 27 

Contrary to the Tax Court’s sentiment that these were 
mere “formal matters,” the law is clear that an escrow 
holder has no authority to deliver a deed in conflict with the 
parties’ escrow instructions, and a deed delivered contrary 
to such instructions is void. 18 Cal. Jur. 2d, Escrows, sec. 37, 
at pp. 369-371 (1954); Los Angeles High School Dist. v. 
Quinn, 195 Cal. 377, 383, 234 Pac. 313 (1925). Petitioners 
gave Cal Pac no authority other than to deliver a deed “to 
the order of Hurford C. Sharon et al... .” (S.F. 16). 
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It is clear that both the facts and the law applicable 
thereto compel the conclusion that Standard Oil’s con- 
tractnal rights with respect to 571 Market Street did not 
prevent the consummation of an exchange with the Sharons, 
and consequently, that no sale between petitioners and 
Standard Oil ever occurred. 

The ease which controls the disposition of the instant 
matter is Alderson v. Commissioner, 317 F.2d 790 (9th 
Cir, 1963), reversing 38 T.C. 215. In Alderson, taxpayers 
originally entered into an agreement with Alloy for the 
purchase and sale of taxpayers’ Buena Park property. 
Thereafter, taxpavers decided to effect an exchange of 
such property for Salinas property owned by a_ third 
party. Alloy agreed to taxpayers’ plan whereby Alloy would 
acquire title to the Salinas property and immediately re- 
convey it to taxpayers in exchange for taxpayers’ Buena 
-ark property. 

Thereafter, taxpavers entered into a contract with the 
owners of the Salinas property whereby taxpayers agreed 
to purchase snch property for cash. Taxpayers’ escrow 
instructions requested the escrow holder to take title to the 
Salinas property in its own name, to execute and record 
a deed to Alloy, and thereupon to immediately reconvey 
the property to taxpayers. 

Thus, the Alderson case is factually the precise converse 
of the instant case.* In Alderson, Alloy agreed, in essence, 
to act as a conduit through which title to the Salinas prop- 
erty ultimately would pass fo taxpayers from the Salinas 
owners. In the instant case, viewing the facts in the hght 
least favorable to petitioners, the Sharons agreed to act as 
conduits through which title to 571 Market Street ultimately 


*Sce the diagram comparing the cllderson ease with the instant 
ease, at Appendix B hereof. 
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would pass from taxpayers to Standard Oil.* Furthermore, 
in Alderson taxpayers had a contractual obligation to 
purchase the Salinas property from the owners thereof, 
while in the instant case, taxpayers had a contractual 
obligation to sell 571 Market Street to Standard Oil. 

This Court held that since taxpayers intended to effect 
an exchange, and since the net effect of the transaction 
was an exchange, taxpayers’ position should be sustained, 
despite the fact that Alloy never acquired any “real” 
ownership of the Salinas property before it was transferred 
to taxpayers, and despite the fact that taxpayers had 
entered into a contract for the purchase for cash of that 
property. 

Thus, the Alderson case provides the conclusive answer 
to.the Tax Court’s holding in the instant case that peti- 
tioners never effected an exchange of their property with 
the Sharons for the reason that the Sharons never obtained 
any ownership of that property. In Alderson, Alloy like- 
wise never obtained any “real” ownership in the Salinas 
property, since Alloy, prior to the vesting of record title 
in its name, had agreed to the immediate reconveyance of 
that property to taxpayers. Nevertheless, this Court held 
that Alloy’s lack of a “real” interest in the property trans- 
ferred to taxpayers did not disqualify the transaction as 
an exchange: 

The title to the Lexington Street property was 
acquired by the Title Company for the purpose of the 


exchange, and it follows by analogy that there was no 
need for Alloy to acquire a ‘real’ interest in the Salinas 


* Actually, petitioners’ case is much stronger than taxpayers’ posi- 
tion in Alderson, since petitioners executed the Agreement to Ex- 
change and deposited deeds into escrow to the order of the Sharons 
before Standard Oil had exercised its option, precluding any finding 
that petitioners intended the Sharons would act as mere conduits 
through which 571 Market Street would pass. 
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property by assuming the benefits and burdens of 
airnership to make the erchange qualify under the 
statute althongh respondent asserts that failure of 
Alloy to hold a ‘real’ interest in the Salinas property 
precluded the transactions involved from being con- 
strued as constituting an exchange. (lMmphasis added). 

The Mercantile case appears to hold that one need 
not assume the benefits and burdens of ownership in 
property before exchanging it but may properly ac- 
quire title solely for the purpose of erchange and 
accept title and transfer it in exchange for other lke 
property, all as a part of the same transaction with 
no resulting gain which is recognizable under Section 
1002 of the Internal Revenne Code of 1954. (J4m- 
phasis added hy court, 317 F.2d at p. 795). 


There are, of course, two aspects to every exchange: 
The transfer of property fo the taxpayer, and the transfer 
of property from hin. Obviously, the courts must apply 
the same rules of law im determining the legal effect of 
hoth aspects of such transfers. Alderson holds that the 
party transferring property fo the taxpayer need not have 
acquired any “real” interest in such property. It must fol- 
low, therefore, that the party receiving property from the 
taxpayer hkewise need not aequire sueh an interest. Con- 
sequently, the faet that 571 Market Street passed simul- 
taneously from the Sharons to Standard Oil did not dis- 
qualify the transaction as an exchange. 

Furthermore, Alderson completely undermines the Tax 
Court’s holding herein that Standard Oil’s pre-existing 
contract to purchase petitioners’ property for cash in some 
manner prevented petitioners from exchanging that prop- 
erty with the Sharons. In Alderson, taxpavers were like- 
wise contractually obligated to purchase the Salinas prop- 
erty from its owner for cash. However, since the sole 
concern of the owner of that property was the receipt of 
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the purchase price in cash, and the form which the trans- 
action took was of no cousequence to him, this Court 
properly refused to hold that the existence of this con- 
tractual obligation of taxpayers was material in deter- 
mining whether the substance of the transaction was an 
exchange. Similarly, since in the instant case Standard Oil’s 
sole concern was to obtain a deed to 571 Market Street, 
and since it had no interest in or legal control over the 
form which this ultimate transfer took, the existence of 
this contractual obligation of petitioners likewise could 
not affect the substance of the transaction as an exchange. 

The Tax Court attempted to distinguish the Alderson 
case, and other similar cases cited by petitioners, upon the 
purely factual ground that those cases involved the suffi- 
ciency of the transfer of property to the taxpayers, while 
the instant case involves the sufficiency of the transfer of 
property from the taxpayers. We have already pointed out 
that both aspects of an exchange must be governed by the 
same legal principles. The Tax Court utterly failed to apply 
the principles set forth in Alderson (and the other cases 
cited by petitioners) to the facts of the instant case, merely 
stating that “In each of those cases both the form and the 
substance of the transaction was an exchange.” (C.T. 163). 
Petitioners submit that in the instant case, as we have 
shown, the transaction likewise took the form of an ex- 
change, and that the substance of the transaction is identical 
to the Alderson case. 

The principle announced in Alderson has been employed 
in numerous eases. See, e.g., Coastal Terminals, Inc. v. 
United States, 320 F.2d 333 (4th Cir. 1963); Mercantile 
Trust Co., 32 B.T.A. 82 (1935), deq., XIV-1 Cum, Bui 
Antone Borchard, 24 T.C. Memo. 1643 (1965). The follow- 
ing language from the Mercantile Trust case is particularly 
pertinent: 


27 

In the cited ease of Gregory v. Helvering, supra 
[293 U.S. 465]. the Supreme Court determined the 
taxable status of the questioned transaction ‘by what 
actually oceurred’—the receipt of the taxed stock by 
the taxpayer. To sustain respondent upon the present 
record, we would be compelled to ignore the exchange 
that actually occurred, and tax, as received by the 
taxpayers, money never, in fact, received by or for 
them, im a sale that did not oecur. We cannot here 
thus substitute fiction for fact. (82 B.T.A. at p. 87). 


Similarly, in the instant case the Tax Court has ignored 
the exchange which actually occurred between petitioners 
and the Sharons, and has permitted a tax upon money 
never received by or for petitioners in a sale that never 
occurred. In Mercantile Trust, taxpayer had entered into 
alternative agreements with a title company, contemplating 
either the sale of their property or its exchange for like 
property in the event such property could be acquired. The 
court held that had taxpayers entered into separate agree- 
ments with the principals themselves, as did petitioners in 
the instant case: 

Clearly it could not be said that an actual exchange 


of petitioners’ investment property with ... [the ex- 
changing party] was an actual sale of it to... [the 


ultimate purchaser], merely because petitioners ex- 
changed rather than sold the property for the purpose 
| of postponing or avoiding income taxes. (52 B.T.A. 
at p. ot). 


| This is precisely what happened in the instant case. While 
‘petitioners herein could have sinply sold their property 
‘to Standard Oil, or (like the taxpayers in Alderson, Coastal 
Terminals and Mercantile Trust) could have arranged for 
Standard Oil to acquire the Sharon Building for purposes 
of exchanging it with petitioners, there was absolutely 
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nothing in fact or in law which prevented them from con- 
summating an exchange of that property with the Sharons. 
The Tax Court’s holding to the contrary is unsupported 
by law or facet and must be reversed. 


C. Section 1031(a) Applies to Simultaneous Sales and Purchases 
Where an Exchange Was Intended by the Parties, and Where 
the Transaction Had the Net Effect of an Exchange 


Petitioners have no serious quarrel with the Tax Court’s 
prenuse that section 1031(a) was intended to apply only to 
a direct exchange, rather than to a sale and subsequent 
purchase, since as we have previously shown, petitioners in 
fact consummated such a direct exchange. The evidence is 
clear that both petitioners and the Sharons expressly in- 
tended to effect a direct exchange, the transactions in escrow 
took the form of a direct exchange, and the net effect of 
these transactions was that petitioners had consummated a 
direct exchange. 

However, even if 1t were assumed that the instant situa- 
tion took the form of a simultaneous sale and purchase, 
petitioners submit that the same tax consequences should 
follow, and that the Tax Court’s limitation of section 1031 
(a) to “direct exchanges” is unduly narrow, as many cases 
and authorities have pointed out. 

Initially, the legislative history underlving section 1031 
(a) amply supports the view that the rationale of that see- 
tion applies to certain “indirect exchanges” cast in the form 
of simultaneous sales and purchases, The court in Jordan 
Marsh Company v. Commisstoner, 269 F.2d 453, 455 (2d 
Cir. 1959), quotes from the pertinent committee reports as 
follows: 

‘In other words, profit or loss is recognized in the 
ease of exchanges of notes or securities, which are 
essentially like money; or in the ease of stock in trade; 
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or in case the taxpayer exchanges the property coi- 
prising his original investment for a different kind of 
property: but if the taxpayer’s money ts still tied up 
in the same kind of property as that in which it ivas 
originally invested, he is not allowed to compute aud 
deduct his theoretical loss on the exchange, nor is he 
charged with a tav upon his theoretical profit. The 
calculation of the profit or loss is deferred until it is 
realized in cash, narketable securities, or other prop- 
erty not of the same kind having a fair market value.’ 
(umphasis added). 


Thus section 1031(a) was enacted to defer recognition of 
gain or loss in those situations where the taxpayer’s money 
remains tied up in like property, preventing the use, control 
or enjoyment of the theoretical gain arising from the trans- 
action. In the case of exchanges cast in the form of simulta- 
neous sales and purchases in escrow, there is no use, control 
or enjoyment of the proceeds of the alleged sale, since the 
taxpayer has previously committed these proceeds for use 
in effecting the ultimate exchange. 

The very eases upon which the Tax Court relied on this 
point support a broader interpretation of section 1031 (a). 
Thus, in Trenton Cotton Oil Co. v. Commissioner, 147 F.2d 
33, 36 (6th Cir. 1945), the court stated the underlying pur- 
pose of section 112(b) [now 1031(a)] to be as follows: 

The purpose of Section 112(b) was to save the tax- 
payer from an immediate recognition of gain and the 
tax thereon and conversely to intermit the claim of a 
loss in exchange transaetions where gain or loss may 
have oecurred in a constitutional sense, but where ina 
popular and economic sense there had heen a mere 
ehange in the form of ownership or in other words that 
substanee and not form should control in determining 


whether gain or loss had been realized or sustained. 
Portland Oi Company v. Com’r, 1 Cir., 109 F.2d 479. 
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It is no wonder, then, that more recent cases have adopted 
an approach ineluding within the ambit of section 1031 (a) 
certain transactions cast in the form of simultaneous sales 
and purchases which have the intended and actual effect of 
an ultimate exchange, without gain or Joss in a popular and 
econonie sense, and which result in a mere change in the 
form of ownership. 

The Internal Revenue Service itself recognizes this prin- 
ciple. Rev.Rul. 57-469 (1957-2 Cum. Bull. 521) provides in 
pertinent part as follows: 


The courts have repeatedly held that where a sale is 
part of a transaction the purpose of which is to effeetu- 
ate an exchange, and whereby an exchange has resulted, 
the transaction is an exchange for tax purposes and the 
sale is to be disregarded. [Citations] A fundamental 
principle of taxation is that substance and not form 
governs in tax inatters. [Citations] In determining the 
substance of a transaction, the situation as it existed 
in the beginning and at the end of a series of steps and 
the object sought to be accomplished should be con- 
sidered. 


The most recent case adopting such an approach is 
Coastal Terminals, Inc. v. United States, 320 F.2d 333, 337 
(4th Cir. 1963), also cited by the Tax Court as authority 
for restricting section 1031(a) to “direct exchanges.” It is 
true that the court used these words in describing the type 
of transactions to which section 1031(a) applies. However, 
the court clearly indicated that transactions meeting the 
following tests would constitute “direct exchanges” quali- 
fving under section 1031(a): 

‘Whether the transaction constituted a sale or an 
exchange for income tax purposes depends on the in- 
tent of the parties and this intent is to be ascertained 
froin all relevant facts and circumstances, and of neces- 
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sity the ease is largely dependent upon circumstantial 
evidence.” (HMinphasis added). 

serkes Tarzian, Inc. v, United States (7th Cir.), 
240 F.2d 467, 470. 

** * the transaction must be viewed as a whole, and 
each step, from the commencement of negotiations to 
the consummation of the sale, is relevant. (Kanphasis 
added). 

Commissioner of Internal Revenue v, Court Hold- 
my Coe! U.S. 351, 334, 65 S.Ct 707, 708,89 L.ldd. 
ISL 

‘The transaction here imvolved may not be separated 
into its component parts for tax purposes. T'ax con- 
sequences must depend on what actually was intended 
and accomplished rather than on the separate steps 
taken to reach the Os eae end.’ (Fanphasis added). 

Century Electric Co, v. Commissioner of Internal 
Revenue (Sth Cir.), 192 F.2d 155, aot 

In aeeord are Mercantile Trust Co. & Nelson 
Commissioner of Internal Revenue, 32 B.T.A. 8): 
W. D. Haden Co. v. Commissioner of Internal Revenue, 
165 F.2d (5th Cir.) 588, and Alderson v. Commissioner 
of Internal Revenue (9th Cir.), 317 F.2d 790. 


Thus the test adopted by the court in Coastal and by the 
numerous cases eited therein, is simply this: Where the 
parties to a multi-step transaetion intended to effeet an 
exehange, and the net effect of such transaction was an 
exehange, the transaction will be treated as an exchange 
for tax purposes, regardless of the form of the separate 
steps taken to reach that end. Therefore, it is apparent 
that even if in form petitioners had “sold” their property 
to Standard Oi] and, simultaneously, as part of the same 
multi-step transaction, “purchased” the Sharon property, 
the transaction would have met the tests of intent and net 
effect set forth above. 

One is foreed to the conclusion that in multi-party cases 
involving eserow transactions and eommon escrow agents, 


32 

the form or mechanics of the various transfers or the 
sequence of events in escrow are largely fortuitous, often 
subject to the arbitrary judgment of the common escrow 
holder and other factors over which the parties have little 
or no control, and as such should not override the intent 
of the parties and the net result obtained. Given the deci- 
sion to effect an exchange, simultaneous transactions in 
eserow which have the net effect of an exchange should 
be so treated, regardless of the form which these transac- 
tions take. 

For further cases and authorities recognizing these prin- 
ciples, see J. H. Baird Publishing Co. v. C.1R., 39 TE 
608, 617-618 (1962), acq., 1968-2 Cum. Bull. 4; Allegheny 
County Auto Mart, Inec., 12 T.C. Memo. 427 (1953), aff'd, 
208 F.2d 693 (3d Cir. 1954); Century Electric Co. v. Com- 
misstoner, 192 F.2d 155, 159-160 (Sth Cir. 1951); Lows We 
Gunby, Inc. v. Helvering, 122 F.2d 203, 205-206 (D.C. Cir. 
1941); see also Shoenberg v. Commissioner, 77 F.2d 446, 
449 (8th Cir. 1935), cert. den., 296 U.S. 586 (1935) ; Com- 
missioner v. Dyer, 74 F.2d 685 (2d Cir. 1935), cert. den, 
296 U.S. 586 (1935); Frederick R. Horne, 5 T.C, 250525a" 
256 (1945); Gregory v. Helvering, 293 U.S. 465 (1935). 

Each of these eases involved transactions which took the 
form of separate sales and purchases, but which were in 
substance and intent part of the same transaction, and 
therefore were treated as such for tax purposes. Therefore, 
while petitioners strongly contend that they effected a 
direct exchange with the Sharons, it is likewise clear from 
the foregoing authorities that even if the Tax Court were 
correct in holding that petitioners, prior to a sale of their 
property to Standard Oil, arranged for a simultaneous 
purchase of the Sharon Building with the intent to effect 
an ultimate exchange of like properties, the same tax con- 
sequenees should follow. 
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Ve 
CONCLUSION 

The evidence in this case is uncontradicted that peti- 
tioners and the Sharons intended to effect and did effect a 
direet exchange of 571 Market Street for the Sharon Build- 
ing. The transaction between petitioners and the Sharons 
had every indicia of such an exchange, and the net effect 
from petitioners’ standpoint was that such an exchange had 
been consummated. 

On the other hand, the Tax Court’s determination that 
petitioners sold their property to Standard Oil is contrary 
to fact and law. The fact that petitioners previously had 
granted to Standard Oil an option to purchase which, upon 
the exercise thereof, ultimately ripened into a contract of 
purchase and sale, did not, as a matter of law, prevent 
petitioners from consumonating the exchange with the 
Sharons, who took 571 Market Street subject to Standard 
Oil’s rights under said contract, and who thereupon re- 
conveyed such property to Standard Oil in recognition of 
those rights. Furthermore, the transactions in escrow had 
none of the indicia of a sale from petitioners to Standard 
Oil. Petitioners never owned, used or enjoyed the monies 
placed into escrow by Standard Oil (which were distributed 
to the Sharons in accordance with the Sharons’ instrue- 
tions), and never authorized the escrow holder to convey 
571 Market Street to Standard Oil. Petitioners’ escrow 
instructions expressly provided for the transfer of 571 
Market Street to the Sharons, while the Sharons’ escrow 
instructions provided for the subsequent transfer of such 
property to Standard Oil from the Sharons. It is elear, 
therefore, that petitioners never sold 571 Market Street 
to Standard Oil. 
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However, even if the Tax Court were correct in deter- 
nining that petitioners sold 571 Market Street to Standard 
Oil and purchased the Sharon Building from the Sharons 
with the proceeds of that sale, still the transaction should 
be treated as an exchange under section 1031(a). If a sale 
to Standard Oil in fact occurred, it was contrary to the 
express intent of both petitioners and the Sharons, it was 
consummated simultaneously with the transfer of the Sharon 
Building through a common escrow holder, and the net 
effeet of the transaction was that an exchange in substance 
occurred, Petitioners realized no gain from the transaction 
in a popular or economic sense, and their money remained 
tied up in like investment property, satisfying the under- 
lying aims of section 1031(a). 
Petitioners respectfully submit that the decision of the 
Tax Court was incorrect and should be reversed. 


Dated: March 31, 1966. 


Epwarp J. Rurr 

Micuar.t L. MELLor 

Granam G. CAMPBELL 

JAMES R. Bripces 

THELEN, Marrin, Jonnson & 
BRIDGES 


By Micnuas. L. MELLor 
Attorneys for Petitioners 
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